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Introduction 

Q. Please state your name. 

A. Kent S. Marquardt.  

Q. Please state your employer, title, and business address. 

A. I am Executive Vice President and Chief Financial Officer of Premera Blue 

Cross.  Premera is located at 7001 – 220th Street S.W., Mountlake Terrace, Washington. 

Credentials 

Q. Would you briefly describe your professional background? 

A. I started my career in public accounting with the accounting and consulting firm 

KPMG Peat Marwick where I was employed for 19 years and admitted to the partnership 

in 1988.  I started in the audit practice in the Milwaukee office in 1976, moved to the 

Phoenix office in 1985, and then to the Long Beach, California office in 1991.  I began 

focusing on healthcare consulting in 1988, dealing principally with hospitals and 

physician groups. 

In 1995 I joined PriMed Management as its Chief Financial Officer.  I then 

moved to MedPartners, a publicly traded company, as its Chief Financial Officer for 

Western Operations in 1996.  After a year and one-half in that position I became 

MedPartner’s Chief Operating Officer for Western Operations.  In 1998 I joined a start-

up company called American Dental Specialists, which was ultimately unsuccessful in 

attracting sufficient venture capital.  I joined Premera Blue Cross as Chief Financial 

Officer in October of 1998. 
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Q. What are your responsibilities as Executive Vice President and Chief 
Financial Officer of Premera? 

A. I am responsible for the Premera family of companies' finance, actuarial, business 

information services, underwriting and healthcare economics departments. 

Q. Were any of the companies you worked for for-profit or publicly traded 
companies? 

A. KPMG is a for-profit partnership.  Both PriMed Management and American 

Dental Specialists were for-profit, nonpublic companies.  MedPartners was a for-profit, 

publicly traded company.  

Q. Are you a member of any professional societies or associations? 

A. I'm a member of the American Institute of Certified Public Accountants, the 

Wisconsin Society of Certified Public Accountants and the California Society of 

Certified Public Accountants. 

Q. Aside from Premera and any professional societies or associations, are there 
any other organizations in which you have been recently active? 

A. I am on the board of the Economic Development Council of Snohomish County.  

Q. Please describe your educational background.  

A. I received a Bachelor of Business Administration from the University of 

Wisconsin at Whitewater, and a Master's in Business Administration from the University 

of Wisconsin at Madison.  

Form A Statement 

Q. Are you familiar with the Form A Statement filed with the regulators in 
connection with the proposed conversion of Premera and certain of its 
affiliates to for-profit corporation status? 

A. Yes, I am.  On September 17, 2002, Premera filed a “Statement Regarding 

Acquisition of Control of a Domestic Health Carrier and Domestic Insurer” (“Form A 
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Statement”).  Premera supplemented the Form A Statement on September 27, 2002, and 

October 25, 2002, and amended it on February 5, 2004. 

Risk Based Capital (RBC) and Premera’s Current Capital Position 

Q. In general, how does a health plan evaluate its capital position? 

A. A health plan’s statutory capital is its assets minus liabilities and obligations, as 

defined by statutory accounting principles.  A health plan must have an appropriate level 

of statutory capital to allow the organization to withstand losses due to unexpected 

fluctuations in the cost of medical claims.  Without this protection, policyholders may 

experience service disruptions such as unpaid claims.   

The National Association of Insurance Commissioners (“NAIC”) developed a 

standard formula to determine the minimum level of statutory capital needed for 

protection from insolvency.  This minimum level of statutory capital, or Authorized 

Control Level, is based on an organization’s size, structure and retained risk.  There are 

several factors that go into the calculation, including the risk of underwriting the 

business, asset risk, credit risk, other business risk, and affiliate risk.   

The Authorized Control Level of statutory capital calculated from the formula is 

compared to the actual adjusted statutory capital held by the organization, with the result 

being generally referred to as the Risk Based Capital level (“RBC”) of the company.  If 

the actual adjusted statutory capital is higher than the minimum level, then the company 

passes the minimum capital adequacy test.  Meeting this minimum requirement, however, 

does not mean that the organization is financially sound. 

If actual adjusted statutory capital is at or below a certain trigger point, then the 

company is subject to regulatory action by the state.  RBC must be over 200% to avoid 
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such regulatory intervention.  At a level below 200% the insurance commissioner has 

regulatory oversight of the company’s corrective action plans for raising its capital above 

the 200% threshold.  At an RBC of 100% the insurance commissioner is authorized to 

take whatever regulatory action is necessary, including taking control of the company, to 

protect the interests of policyholders.  

 The Blue Cross Blue Shield Association (“BCBSA”) has its own, more stringent, 

RBC trigger points.  If RBC falls below 375% of minimum statutory capital, a plan is 

subject to special BCBSA monitoring and reporting obligations.  At 200% of RBC the 

BCBSA is authorized to strip a health plan of its right to use the Blue names and marks. 

A more complete discussion of the NAIC risk-based capital formula structure is 

presented in Appendix A to the report by NovaRest Consulting titled “Capital 

Requirements and Sources of Capital” dated November 10, 2003, and filed in this matter 

(“NovaRest Report”). 

Q. Why are the Blue Cross Blue Shield Association requirements more stringent 
than state regulatory standards? 

A. My understanding of the reason for the more stringent BCBSA standard is that the 

association believes that a higher standard is appropriate for financial soundness and 

protection of the Blue brand.  The Blue brands stand for, among other things, safety and 

security.  If one Blue plan is subject to regulatory intervention because of inadequate 

capital, it reflects negatively on the Blue Cross Blue Shield Association and all Blue 

Cross and Blue Shield plans.  The BCBSA’s more stringent requirements allow it to 

monitor performance and require corrective actions before a plan gets into regulatory 

trouble.  
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Q. Does the association have an arrangement to contribute to any Blue plan that 
is in trouble? 

A. No, it does not.  Each Blue plan is an independent licensee of the BCBSA.  Each 

Blue plan is a separate and distinct entity from the BCBSA and other non-affiliated plans.  

Q. What is Premera's current capital position? 

A. At the end of 2003, Premera’s RBC was 433 percent.  

Q. How does that RBC level compare to other Blues around the country? 

A. Premera’s RBC level is in the bottom quartile of all of the Blues in the country 

which disclose their RBC level.  The Blues system-wide average was 664 percent at June 

30, 2003.   

Q. What would Premera's preferred capital position be? 

A. We believe an RBC of 500 to 600 percent would provide Premera with capital 

flexibility. 

Q. And would that range be achievable if Premera was a public company? 

A. Yes.  If we receive approximately $100 - $150 million through an equity offering, 

our capital level would be within our preferred range. 

Q. What can negatively impact a company’s RBC? 

A. RBC is the level of actual statutory capital relative to the minimum statutory 

capital level as defined by the NAIC.  Anything that decreases actual statutory capital or 

increases the Authorized Control Level of statutory capital negatively impacts RBC.  

Actual statutory capital is decreased primarily through operating or investment losses and 

investments in non-admitted assets, which include for example information technology 

and pre-paid pension cost.  On the other side of the ledger, the requirements for minimum 

statutory capital move higher as membership grows.  As the company takes on more 
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members, it takes on more risk, and it must either increase its statutory capital level or 

suffer diminished RBC.  

Please see the NovaRest Report for a fuller discussion of how capital can be 

impacted, the need for capital, sources of capital, affordable growth and the implications 

of being capital constrained.  

Q. Has Premera fallen below the BCBSA early warning levels in the last several 
years? 

A. In 1998 Premera was below the BCBSA early warning threshold, under the old 

capital benchmark system, after experiencing losses in the mid-1990’s in the market for 

individual products.  At year-end 1999 the company’s capital position had improved and 

its RBC was above the early warning threshold of 375%.   As of December 31, 2003, 

Premera’s RBC was 433%.  

Q. Have you read the report from the Milliman USA titled “Premera 
Comparative Premium Rate Analysis” dated November 10, 2003, and filed in 
this matter (“Milliman Report”)?  If so, do you have any comments or 
observations on that report related to RBC? 

A. The Milliman Report, which notes that a company needs adequate capital to 

weather business ups and downs, supports the position that Premera should augment its 

capital to reach a more appropriate capital level. 

Conversion Rationale 

Q. Why is Premera undertaking this conversion? 

A. The principal reasons for undertaking this conversion are to provide capital to 

enhance the company’s capital position, position the company for growth in membership, 

and provide funds for investment in infrastructure and products.  For the last several 

years the company has been capital constrained.  That limits our ability to grow 
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membership and remain competitive.  As Chief Financial Officer, I have worked with 

Premera’s Board of Directors to explore various options for increasing our capital.  The 

Board has concluded that becoming a public company is the best option to provide capital 

and financial flexibility for Premera.  Our vision is to become the health plan of choice 

and the standard of excellence in our service areas.  As we succeed and our membership 

grows, we will have a recurring need for additional capital.  Access to equity capital will 

enable us to achieve that vision.   

Q. What are the primary options for obtaining additional capital as a non-
profit? 

A. Premera’s main options for obtaining additional capital as a non-profit, other than 

affiliating or merging with another company, are internally generated funds (i.e., profits), 

the sale of assets, debt financing, or some combination thereof.  Some of these options 

are one-time in nature, and none of them provide adequate capital or financial flexibility.    

These options are more fully described in Exhibit E-7 of the Form A Statement and in the 

NovaRest Report.  

Q. One of the sources of capital you mentioned was growing profits.   What are 
the constraints that Premera faces with augmenting its capital position by 
raising premium rates? 

A. We cannot increase our profit margin simply by increasing premium rates.  

Premium rates are determined primarily by competition.  The health insurance market in 

Washington is competitive and we must charge competitive rates or risk losing 

membership.  We know this from our own experience. Our historic strength has been in 

the small employer and individual markets, both of which are very price sensitive.  When 

our rates have exceeded those of our competitors, customers have left Premera to join 

lower priced health plans.  Premera’s expert economists, National Economic Research 
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Associates (“NERA”), confirm that the market for the sale of health insurance in 

Washington is competitive.  Thus the market itself limits Premera’s ability to increase 

profits by charging higher rates.   

Q. Why is Premera seeking access to capital markets now when you have 
already funded a major corporate initiative like Dimensions? 

A. Dimensions is an innovative business platform and suite of products that we 

believe is responsive to customer demands.  It therefore positions Premera for strong 

membership growth.  To the extent we add members, however, we will put continued 

strain on our capital position.  We need additional capital flexibility to support that 

growth. 

 In addition, the implementation of Dimensions was a significant and expensive 

undertaking, but our capital investments don’t stop there.  The Dimensions platform will 

need continued investments to enhance e-business capabilities, enhance service 

efficiencies, continue to improve system interfaces and stream-line processes.  There is a 

continuous need for additional investment to serve our members and operate efficiently 

with our network physicians and hospitals.  Alan Smit, Premera’s Chief Information 

Officer, has provided testimony on technology investments that will need to be made.  

Q. How has Premera funded its previous capital expenditures, Dimensions 
being one recent example, and why can’t Premera fund future investments in 
infrastructure in the same way? 

A. Some capital expenditures have been financed by ongoing profits, but as I said 

earlier, profits at our current and anticipated margin levels are not sufficient to fund 

significant new investment.  Premera financed the Dimensions project through a series of 

sale-and- leaseback transactions over the last three years.  However, funding future 

investments in this way has significant limitations.  Sale-and- leaseback transactions are 
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limited to tangible assets and cannot be used to fund non-tangible infrastructure 

improvements. 

Q. Did you consider what could happen to Premera’s capital position under 
various possible scenarios?    

A. Yes.  We tested what would happen to our capital position considering various 

future scenarios.  We looked at the impact of positive developments like stronger than 

expected success in attracting new members.  We also considered the effects of possible 

negative developments like a downturn in the stock market. 

 As part of our analysis, we looked at how our financial projections might change 

under four different sensitivity scenarios.  These scenarios were modeled so we could 

understand the impact of the assumed conditions or events on Premera’s capital position. 

We wanted to use realistic scenarios.  Therefore, each of the scenarios was based 

on events and conditions Premera had previously experienced.  The first scenario 

considered increased membership growth over that contained in the Form A Statement 

financial projections.  The second scenario included a small acquisition.  The third 

scenario projected what would happen if Premera’s operating margins were lower than 

originally planned.  The fourth scenario presented financial results if investment returns 

turned out lower than expected. 

 Again, the purpose of each of these scenarios was to analyze the impact of certain 

circumstances on Premera’s capital position and to test how much capital flexibility 

Premera possesses.  We then compared the impacts as a non-profit entity and as a for-

profit corporation with access to equity capital.   
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Q. What did you conclude from testing those scenarios? 

A. In our current non-profit form, any one of these events would result in a reduction 

of Premera’s Risk Based Capital by 50 to 75 points because we do not have another 

source of capital.  That would reduce RBC to the 350 - 375 level.  As I discussed earlier, 

that falls below the BCBSA early warning threshold.   By contrast, as a public company 

Premera would possess capital flexib ility to maintain its RBC level in spite of downturns 

in investment and operating income, or increased capital requirements resulting from 

membership growth.  Becoming a public company would make Premera a stronger 

company capable of both withstanding economic downturns and capitalizing on market 

opportunities. 

Q. Is the conversion reorganization, in your view, in the best interests of the 
policyholders, and if so, how? 

A. Yes.  We believe a conversion is in the best interests of policyholders.  A 

conversion will enhance our ability to provide customer support, to build service 

capabilities, and to invest in infrastructure which are all required to provide outstanding 

value to our customers.  It will also make Premera a more financially secure company.  

We are ensuring that our coverage will be there when our members need it. 

Premera as a Public Company 

Q. How does Premera currently compare with publicly traded health plans, as a 
general matter? 

A. The publicly traded companies providing health care coverage are diverse.  Some 

are extremely large national companies; a few are small or mid-size regional carriers; and 

some are specialized carriers, such as those serving Medicaid enrollees.  We are most 
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similar to the small to mid-size regional carriers, such as WellChoice, Oxford, Coventry 

Health Corporation, Sierra Health Plan, and Healthnet. 

Q. How do Premera's projections fit with Wall Street expectations? 

A. From an operating margin standpoint, we are currently on the low end of the scale 

when compared to other publicly traded health plans.  However, we have received 

investment banker and analyst advice that Premera will be valued on, among other 

attributes, its prospects for continued margin improvement and continued operating 

income growth.   Our financial projections of 20 percent annual growth in operating 

income and 15 percent annual growth in net income fit well within the market’s 

expectations. 

 In its report titled “Opinions as to Market Acceptance and Issues Related to the 

Proposed Conversion of Premera Blue Cross,” dated November 10, 2003, and filed in this 

matter (“BAS Report”),   Banc of America Securities concludes “Premera’s rationale and 

metrics should satisfy investor expectations, taking into account past trends and current 

market conditions, and therefore, be viewed as an attractive investment.” 

Q. What internal changes will Premera have to make once it is public, in terms 
of, for example, staff reporting requirements or Sarbanes-Oxley? 

A. We are already in the process of implementing many of the relevant provisions of 

Sarbanes-Oxley as a best practice, and that won’t change whether we go public or not.  

There will be additional public reporting requirements to the SEC, but those, and the 

other internal changes resulting from becoming a public company, are within our 

capabilities. 
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Q. What drives the value of publicly traded companies? 

A. Value is driven by both qualitative and quantitative characteristics of a company.  

Qualitatively, as the BAS Report states, investors will value Premera on whether it 

“provides high quality healthcare insurance products and services, builds and maintains 

strong provider networks, makes sound underwriting decisions, is in good standing with 

regulatory authorities, has effective product design and, most importantly, possesses a 

highly satisfied customer base that believes Premera adds significant value.”  

Quantitatively, value is driven by demonstrating an ability to make consistent 

improvements in operating and financial performance over time.  In our case, metrics 

such as revenue growth, operating income growth and net income growth, are key drivers 

of value.   

Q. Others have asserted that as a result of conversion Premera as a for-profit 
will seek to maximize profits by increasing revenues and decreasing costs. Do 
you agree?   

A. I disagree.  Whether we are non-profit or for-profit, we will need to continue our 

drive to be financially sound by setting objectives to grow operating income and net 

income and controlling costs.  We operate in a competitive market.  We cannot simply 

raise rates and hope to retain business, or lower provider reimbursement and expect 

providers to remain in our networks.   

Q. Others have suggested that shareholder pressure would cause Premera to 
reduce the benefits it offers and its service levels.  What's your response? 

A. To the contrary, we are seeking to convert to gain access to capital to improve our 

products and services.  Our business strategy is dictated by customer expectations and 

market demands, not by the capital structure of the company.  As stated above, BAS 
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reports that investors look to qualitative as well as quantitative characteristics of a 

company.  Our value proposition is high quality service and products.   

Form A Financial Projections  

Q. Was there any change to the Form A Statement financial projections as part 
of the Form A Statement amendment filed on February 5, 2004? 

A. No, there was not.  We have, however, provided the state consultants as part of 

their due diligence with actual financial results through year-end 2003 and other financial 

data. 

Q. Focusing then on the original Form A Statement financial projections, were 
you primarily responsible for the development of those financial projections? 

A. Yes, I was.  

Q. What were the primary assumptions used to develop the Form A Statement 
financial projections? 

A. The major assumptions used to develop the Form A financial projections are 

related to growth of membership, healthcare cost trends, premium levels, and general and 

administrative costs.  We assumed, for example, that we would be able to price our 

business to cover healthcare cost trends and maintain our medical loss ratio within an 

approximate 84 percent range.  The assumptions are explained in more detail in Exhibit 

E-7 of the Form A Statement.   

 Q. How far out did these projections go? 

A. They are five-year projections, as required by the state.  

Q. How would you characterize the financial projections filed in the Form A 
Statement? 

A. The Form A financial projections are a reasonable forecast of what we expect to 

happen over the next five years.  As stated in the Form A Statement, the underlying 

assumptions used in developing the financial projections are consistent with Premera’s 
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strategy, current market trends, and management's estimates of the financial results 

associated with the implementation of its strategy. 

 Obviously, anytime you look out over five years, there are a lot of things that can 

and will change during that period which could cause actual results to be different than 

the forecast as explained more fully in Exhibit E-7 of the Form A Statement. 

Q. Did Premera’s Board of Directors review and approve the Form A Statement 
financial projections that were submitted? 

A. Yes, they did.  

Q. Was more detailed information underlying the Form A Statement financial 
projections provided to the state consultants? 

A. Yes, a detailed financial model was provided to the state consultants that provides 

projections by line of business. 

Q. Are the Form A financial projections the same financial information that will 
be provided to Wall Street, and if not, how and why do they differ? 

A. No.  Wall Street would not receive financial projections covering a five-year 

period.  Consistent with Wall Street expectations, prior to the IPO we would provide 

investors with guidance as to what we expect to achieve financially over the next year.  

Our guidance would include such metrics as revenue, operating margins, operating 

income, and net income.  

Q. In general, how did the process of preparing financial projections for the 
Form A Statement compare with the type of financial planning that you do 
normally for your company?   

A. It was similar.  The Form A Statement financial projections look out for a longer 

period than we traditionally use for detailed financial planning. 
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Q. Would the Form A financial projections be the same if Premera was not 
undertaking a conversion? 

A. Yes.  

Managing Premera’s Portfolio of Businesses 

Q. Premera "manages lines of business as a portfolio.”  Could you tell us what 
that means?  

A. We think of our lines of business as an investment portfolio, where the key to 

investment success is the proper diversification of assets.  Diversification means more 

than just having different types of investments.  It means having a mix of investments 

across sectors, markets, instruments and so on. 

When you diversify your investments, you spread your money among many 

different securities, thereby avoiding the risk that your portfolio will be badly affected 

because a single security or a particular market sector fails to perform.   By diversifying 

across assets, you can reduce your risk without necessarily having to reduce your returns.   

That is, if you have a diversified portfolio your overall portfolio risk will be lower.  

Premera’s portfolio of lines-of-business is diversified geographically and by 

product.  Geographically we have been offering healthcare coverage in three states, and 

just began offering such products in Arizona as well.  Our product line is diversified 

across individual, small-group, large-group, and self- funded businesses.  In any given 

year, some of our markets and products will hit or exceed their financial targets, and 

some will not.  Overall, however, diversification allows us spread our risk and reach our 

financial goals in the aggregate.   



PREFILED DIRECT TESTIMONY OF   
KENT S. MARQUARDT   
Page 16 
 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. Does the objective of focusing on profitable growth have anything to do with 
whether or not you're a for-profit or not-for-profit company? 

A. No, it does not.  Ultimately, it has to do with remaining a strong company.  No 

health plan, or any company for that matter, can survive long term if it isn’t profitable.  

Q. Do you expect all lines of business to meet financial expectations at all times? 

A. No, we do not.  

Q. A PricewaterhouseCoopers report filed in this case says that high-
performing companies expect all lines of business to meet expectations at all 
times.  Do you agree with that statement?  

A. To be a successful public company you generally meet overall expectations.  In 

setting overall expectations, I don't believe any company expects every single line of 

business to operate at peak performance at all times.  A line of business may not be 

profitable for some period of time, but we may decide to stick with it because it helps 

cover our costs and because we have developed a plan to restore it to profitability.  

Taxes  

Q. Will the transactions contemplated in Premera's Form A Statement be 
subject to federal tax? 

A. Based on current federal tax laws, the transaction will not trigger any gain or loss 

under federal income tax laws.  

Q. What assurances have you received that these transactions will not be 
taxable? 

A. We have engaged Ernst & Young to provide tax opinions on these transactions.  

Their draft tax opinions indicate that the conversion should be treated as a series of tax-

free transactions for federal income tax purposes.  Ernst & Young is expected to provide 

final opinions prior to the Form A hearing as provided in the Plan of Conversion 

submitted with the Form A Statement. 
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Q. Have the OIC staff's consultants disagreed with Ernst & Young’s 
conclusion? 

A. PwC expressed no opinion on the tax free treatment of the reorganization, but did 

state that it would “not be unreasonable” (in other words reasonable) to rely upon the 

Ernst & Young opinions that the transaction should be a tax-free reorganization for 

Premera. 

Q. There are certain tax deductions that Premera currently takes under Code 
section 833(b), are there not? 

A. That's correct.  We believe we will be able to maintain those deductions under 

833(b).  Ernst & Young has expressed, in a draft opinion, the view that it is “more likely 

than not” that Premera will maintain the 833(b) deduction in the context of the Premera 

conversion. 

 If we were to lose that deduction, which we don’t believe we will, we have certain 

tax attributes, such as minimum tax credits and net operating loss carry-forwards, that 

would approximate our current tax rate through 2007 based on our financial projections. 

Q. Do you expect that the conversion will result in what's called an "ownership 
change" for purposes under Code Section 382? 

A. No, we do not.  Ernst & Young’s draft opinion states that the conversion “should 

not” result in an ownership change, at the time of the transaction, for tax purposes.    

Q. Have the OIC staff consultants disagreed with Ernst & Young's conclusions 
in that area? 

A. PwC expressed no opinion on the tax treatment of the reorganization, but did state 

that it would “not be unreasonable” (in other words reasonable) for Premera to rely upon 

the Ernst & Young opinion regarding the applicability of Code Section 382 to the 

conversion transaction.  
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Q. Do you expect that Premera will undergo what's called an "ownership 
change" for tax purposes down the road? 

A. It is possible.  If in the third year after the IPO more than 50 percent of the stock 

is sold, it could trigger a material change in ownership. 

Q. What do you believe is the likelihood of that occurring? 

A. I think it's possible.  As we've looked at Ernst & Young’s analysis, we don't 

believe that it would have a material impact on our tax position.  PricewaterhouseCoopers 

has looked at this issue and agrees with the assessment that it should not have a material 

tax impact.  

Q. What state tax consequences, if any, do you expect that the conversion will 
have? 

A. We do not believe there will be any material Washington state tax consequences 

from the transaction.  We do not believe there would be an imposition of Washington 

Business & Occupation tax, sales or use tax, or real estate excise tax. 

Q. Is Premera planning to seek a ruling to that effect from the Washington State 
Department of Revenue? 

A. Yes, we are.  

Q. Please highlight the major changes contained in the most recent Form A 
Statement amendments.  

A. The original Form A filing proposed a single foundation shareholder which would 

receive the initial stock on conversion and distribute the proceeds from the sale of that 

stock to two charitable organizations, one for Washington and one for Alaska.  The 

current filing would establish two foundations, one for Washington and one for Alaska.  

These foundations would receive an allocated portion of the initial stock, sell the stock, 
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and use the proceeds for charitable purposes.  This structural change was made at the 

insistence of the state consultants.   

Q. What is the tax effect of these structural changes?  

A. Our desire was to have the recipient of the stock qualify as a 501(c)(4), tax 

exempt organization, rather than a 501(c)(3) organization.  The reason was to avoid the 

foundation incurring an excise tax on the value of the stock transferred to it.  Such excise 

taxes could be in the $5 million range, if imposed.  Under the new structure, it remains 

the intent that the two foundations would also qualify for 501(c)(4) status and thereby 

avoid the excise tax and other taxes imposed on the operations of 501(c)(3) corporations.  

We preferred the original structure, but made the change because the state consultants 

required it.  

State Consultant Reports 

Q. Have you read the OIC Consultant’s final and supplemental reports filed in 
this matter? 

A. Yes, I have.  The OIC Staff retained various consultants to review Premera’s 

Form A Statement, namely, (i) an antitrust consultant, Dr. Keith Leffler, Ph. D., (“OIC 

Antitrust Consultant”); (ii) economic and actuarial consultants from 

PricewaterhouseCoopers (“PwC Economic Consultants”); (iii) executive compensation 

consultants from PricewaterhouseCoopers (“PwC Compensation Consultants”); (iv) 

accounting and tax consultants from PricewaterhouseCoopers (“PwC Tax Consultants”);  

(v) investment banking consultants from The Blackstone Group (“Blackstone”); and (vi) 

the law firm of Cantilo & Bennett, L.L.P. (“C&B”).  For ease of reference I will identify 

each final report filed on or about October 27, 2003, as the “initial” report.  Collectively 

these reports will be referenced as “OIC Consultant Initial Reports.”  Each supplemental 
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report filed on or about February 27, 2004, will be referred to as the “supplemental” 

report, and collectively as “OIC Consultant Supplemental Reports.”  Both reports of an 

OIC Consultant taken together will be identified as that consultant’s “Reports.”  For 

example, the reports of Blackstone are identified as the Blackstone Initial Report and the 

Blackstone Supplemental Report, and together as the Blackstone Reports. 

Cost Allocation 

Q. The PwC Economic Consultants state in their Supplemental Report that they 
believe it is important that Premera be able to accurately measure the cost of 
all Washington-based stand alone business units.  Is Premera able to 
accurately measure the cost of stand alone business units?  

A. Yes.  Premera does accurately measure the cost of all its stand alone business 

units.  The actual costs incurred by Premera are assigned to each line of business by 

Premera’s cost accounting system.  As a contractor to the federal government, Premera is 

subject to the Federal Acquisition Regulations.  These require Premera to comply with 

regulations promulgated by the Cost Accounting Standards Board and to consistently 

follow its cost accounting practices.  Because it follows those practices, Premera’s cost 

accounting system appropriately measures the cost of each of its lines of business.  

Neither Premera’s auditors nor PwC have expressed concern about Premera’s cost 

accounting system or methodology.  
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Plan of Conversion 

Q. Page 7 of the Blackstone Supplemental Report states: “The Washington 
Foundation and the financial advisor to the OIC should receive the 
preliminary proposal detailing the proposed IPO parameters (size, pricing 
range, split between primary and secondary shares) from Premera and its 
advisors at least 4 weeks prior to the commencement of the IPO roadshow.”   
How do you respond? 

A. Premera has no objection to providing the Washington Foundation and the 

financial advisor to the OIC a preliminary proposal detailing the proposed IPO 

parameters from Premera and its advisors at least four weeks prior to the commencement 

of the IPO roadshow.  The Plan of Conversion, as filed, allows for such information 

sharing.  If the state consultants believe the Plan of Conversion should expressly include 

language to the effect that Premera should supply such information at least four weeks 

prior to the commencement of the IPO roadshow, Premera would not object.  A technical 

correction in the form provided in Exhibit A attached hereto, should eliminate the 

concern stated by the state consultants if approved by the Commissioner.   

Q. Page 7 of the Blackstone Supplemental Report related to the Plan of 
Conversion Section 4.3 states: “The Plan of Conversion should include the 
IPO as a closing condition for the overall Transaction.”   How do you 
respond? 

A. Blackstone states that it is concerned that the fairness of the transaction 

could be adversely affected if the effectiveness of the IPO (i.e., settlement of the IPO) 

does not occur at the same time as the conversion of Premera from a non-profit to a for-

profit entity.  Blackstone’s concern appears to be that the settlement (i.e., payment for 

and transfer of common stock) of the IPO might not occur after the conversion. But the 

concern is unfounded.  Premera intends for the conversion and IPO to occur 

simultaneously.   
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The Plan of Conversion states that the closing of such Conversion shall occur on a 

date to be determined by PREMERA upon fulfillment or waiver of specified conditions.  

That date is the Closing Date.  Section 5.3 of the Plan of Conversion provides “[o]n the 

Closing Date, New PREMERA and/or the Foundation Shareholder will offer and sell to 

the public shares of Common Stock.”  Therefore, Premera believes the Plan of 

Conversion, read in its entirety, provides what all the parties anticipate.  Namely, that the 

IPO shall occur on the same day as the conversion of Premera.   

If the state consultants continue to believe that there is an ambiguity, a technical 

correction in the form provided in Exhibit A attached hereto should eliminate the concern 

stated by the state consultants if approved by the Commissioner. 

Q. Page 7 of the Blackstone Supplemental Report, related to the Plan of 
Conversion Section 4.3(b)(i), states that the window to complete an IPO after 
receiving all regulatory approvals should be twelve months and that the 
automatic three-month extensions should be removed.  How do you respond? 

A. Blackstone reasons that “[t]welve months represents an adequate window for 

Premera to complete an IPO based on a consideration of prior conversions and the 

potential for equity market dislocations.”  Premera agrees that 12 months is adequate to 

address equity market dislocations.  But that is not the reason for the two, three-month 

extensions.  Section 4.3(b)(i) of the Plan of Conversion provides, in part, 

“Notwithstanding the foregoing, in the event there is any pending litigation related to the 

Conversion on the Closing Date, the 12-month period set forth above shall be extended 

by up to two successive three (3) month periods and, in addition, any approval period 

may be extended at the discretion of the Washington Insurance Commissioner and the 

Alaska Division of Insurance.”  (Emphasis added.)  Pending litigation related to the 

Conversion, if it occurs, could easily extend past the twelve month window.  If no such 
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litigation occurs, or if it is disposed of within twelve months of receiving the approvals, 

then the automatic extensions cannot be invoked and the only extension possible is at the 

discretion of the Washington Insurance Commissioner and the Alaska Division of 

Insurance.  The inclusion of the two, three-month automatic extensions for pending 

litigation, among other things, avoids creating a perverse incentive for those wishing to 

challenge the conversion to drag out the resolution of their claims.   

Q. The C&B Supplemental Report states that if the Washington Foundation 
does not have the ability to access, and rely upon, the information analyzed 
in the IPO Procedures Opinion, then the Washington Foundation should 
have the ability to appoint a joint bookrunning manager.  How do you 
respond? 

A. There is no restriction on the OIC in the Form A Statement on providing the 

information analyzed in the IPO Procedures Opinion to the Washington Foundation.  In 

the event the Commissioner concludes that specific consent from Premera is required to 

provide such access, Premera will grant such consent as is reasonably necessary to 

provide the Washington Foundation with such access.  

Duplicate Foundation Rights 

Q. The state consultants in their supplemental reports assert that the two 
foundations should be entitled to certain rights which Premera did not 
include in its conversion filing.  Please comment. 

A. Premera’s original conversion filing proposed one foundation to receive 100% of 

the initial stock of New Premera at the time of conversion.  It provided for a divestiture 

schedule under which the foundation would sell its New Premera shares down to less 

than 5% within a specified period of time.  It further provided that 5% (less one share) of 

the foundation’s stock would be voted freely by the foundation and not be subject to the 

Voting Trust Agreement which applies to the remainder of the foundation’s stock.  In 
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discussions with state consultants during October and December 2003, Premera was 

asked and agreed to give the foundation shareholder the right to designate a nominee to 

sit on the Premera Board of Directors. 

 In January 2004, the state consultants insisted that the transaction structure be 

changed to provide for two foundations, one for Washington and one for Alaska.  The 

state consultants further asserted that, with the establishment of two foundations, (i) each 

foundation should be allowed to hold 5% (less one share) of the outstanding Premera 

stock free of all restrictions, (ii) each foundation should have a right to name a slate of 

candidates from which a “Designated Member” would be nominated to the Premera 

Board (or, in the alternative, in addition to a Washington Foundation Designated 

Member, the Alaska Health Foundation should be allowed to have an observer at the 

Premera Board), and (iii) each foundation should be subject to a separate, stand-alone 

divestiture schedule for its Premera shares (collectively the “Duplicate Foundation 

Rights”).  Premera indicated to the state consultants that it would not object to these 

Duplicate Foundation Rights, provided such terms were approved by the BCBSA.  

Premera representatives immediately contacted BCBSA staff to confirm if the Duplicate 

Foundation Rights would be approved by BCBSA.  BCBSA staff indicated that BCBSA 

would approve a waiver of the BCBSA license terms to permit the New Premera stock to 

be held by two separate foundations, one for Washington and one for Alaska, but 

reported that they would not recommend approval of two 5% (less one share) free voting 

blocks, two Designated Members (or one Designated Member and one observer), or 

separate divestiture schedules.  Accordingly, Premera’s February 5, 2004 conversion 

filing includes two foundations, as requested by the states, but does not include the 
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Duplicate Foundation Rights.  Mr. Barlow’s pre-filed direct testimony discusses 

Premera’s subsequent efforts to obtain BCBSA permission for the Duplicate Foundation 

Rights and the outcome of those efforts. 

 Voting Trust Agreement 

Q. On page 8 of the Blackstone Supplemental Report, related to the definition of 
“Change of Control” in the Voting Trust Agreement, Blackstone suggests 
that the shareholders pro forma ownership percentage threshold should 
change from 50.1% to 20.1%.  Do you agree? 

A. No.  The state consultants have consistently used the WellChoice transaction as 

their model of transaction structure “best practice.”  Our structure of 50.1% is precisely 

the WellChoice transaction term on this point.  The BCBSA, which approved the 50.1% 

threshold in the WellChoice transaction, has advised Premera that it would not approve a 

reduction in the threshold.  Maintaining the Blue marks is essential to the company and 

its members, is a prerequisite for this transaction, and Premera therefore cannot accede to 

the Blackstone recommendation on this point. 

Q. On page 8 of the Blackstone Supplemental Report, related to Section 3.02 of 
the Voting Trust Agreement, Blackstone suggests that the Washington 
Foundation should be allowed to maintain 5% of the outstanding common 
stock outside the trust at all times.  How do you respond? 

A. The Washington Foundation is already afforded this right.  The Form A 

Statement, as filed, provides that the Washington Foundation and the Alaska Health 

Foundation may each maintain 5% (less one share) of the outstanding common stock 

outside the Voting Trust with the following provisos: if the BCBSA does not approve of 

the Washington Foundation and the Alaska Health Foundation each holding 5% (less one 

share) outside the Voting Trust, and if the Washington Foundation and the Alaska Health 

Foundation cannot agree on a division of a single 5% (less one share) free voting block of 
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shares, then the Washington Foundation alone will hold 5% (less one share) outside the 

Voting Trust.   Accordingly, the Washington Foundation will hold 5% (less one share) 

outside the Voting Trust unless it agrees otherwise.  Premera would not be opposed to the 

Washington Foundation and the Alaska Health Foundation each holding 5% (le ss one 

share) of the outstanding common stock outside the voting trust if that were approved by 

BCBSA.  

Q. On page 8 of the Blackstone Supplemental Report, related to Section 3.02 of 
the Voting Trust Agreement, Blackstone expresses the view that the voting 
trust should cease to apply to the Washington Foundation when its 
ownership drops below 5% of the outstanding even if, in the aggregate, the 
Washington and Alaska foundations own more than 5%.  How do you 
respond?  

A. Premera’s filing is consistent with BCBSA instructions that a separate divestiture 

schedule would not receive BCBSA approval of an exception to BCBSA licensure 

requirements. 

 Q. On page 8 of the Blackstone Supplemental Report related to Section 4.03(c) 
of the Voting Trust Agreement, Blackstone suggests that the Washington 
Foundation should be allowed to vote freely on any stock-based 
compensation programs that are in effect during the three years after the 
IPO.  How do you respond? 

A. Premera intended for the Washington Foundation to vote freely on any stock-

based compensation program put to a shareholder vote, other than the initial equity 

incentive plan (submitted with the Form A Statement), that would be in effect anytime 

during the three year period after the conversion and IPO.  Premera acknowledges that 

the proviso included in Section 4.03(c) is confusing and does not reflect Premera’s intent.  

Included is a technical correction in the form in Exhibit A attached hereto, if approved by 

the Commissioner and the BCBSA, should eliminate the concern stated by the state 

consultants. 
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Q. On page 8 of the Blackstone Supplemental Report related to Section 4.03(c) 
of the Voting Trust Agreement, Blackstone suggests that the Washington 
Foundation should be allowed to vote freely on any stock-based 
compensation programs that are effective after the three year Stock 
Restriction Period and submitted for a vote earlier than six months prior to 
the end of that period.  How do you respond? 

A. Premera’s conversion filing provides that the Washington Foundation may freely 

vote on any stock-based compensation program that would become effective after the 

three year Stock Restriction Period and put to a shareholder vote during the first two 

years after the conversion and IPO.  The state consultants state that such free voting 

should apply if the issue is put to a shareholder vote during the first two and one-half 

years after the conversion and IPO.  Premera recognizes that the provisio in Section 

4.03(c) in the Voting Trust Agreement is confusing on this point as I noted above and 

believes the suggested technical correction addresses this.  In addition, Premera is not 

opposed to this state consultants’ suggestion that the Voting Trust Agreement should be 

modified to the effect that the Washington Foundation is able to freely vote on any stock-

based compensation program that would become effective after the three year Stock 

Restriction Period and put to a shareholder vote during the first two and one-half years 

(rather than the two years in Section 4.03(c)) after the conversion and IPO, Premera 

would not object.  This change, if approved by the Commissioner and the BCBSA, 

eliminate the concern stated by the state consultants.  
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Q. On page 9 of the Blackstone Supplemental Report related to Section 
5.03(b)(i) of the Voting Trust Agreement, Blackstone opines that Premera 
should be required to choose one of the three board nominees submitted by 
the Washington Foundation and should not have a right to veto nominees.  
How do you respond? 

A. The state consultants have consistent ly used the WellChoice transaction as their 

model of transaction structure “best practice.”  The provision objected to by Blackstone is 

consistent with WellChoice. 

 The proposal to have a “Designated Member” on the Premera Board of Directors 

was accepted by Premera as an accommodation to a request by the state consultants, 

subject to Premera’s right to require additional nominees if the initial candidates were not 

accepted by the Premera Board.  The state consultants did not object to that proviso at 

any time during the course of discussions prior to the filing of the Form A Statement 

amendments on February 5, 2004.  

Q. On page 9 of the Blackstone Supplemental Report, related to Section 
5.03(b)(ii) of the Voting Trust Agreement, Blackstone opines that the 
Washington Foundation’s right to designate a board member should not 
terminate after five years.  How do you respond? 

A. The state consultants have consistently used the WellChoice transaction as their 

model of transaction structure “best practice.”  In WellChoice the provision for a 

designated board member expires five years after the IPO or when the foundation owns 

less than 5% of the outstanding stock, whichever occurs earlier.  The Premera proposal 

tracks WellChoice.  In addition, we have been advised by the BCBSA that deviation from 

the WellChoice provision on the term of the designated board member would not be 

approved.   

Q. On page 9 of the Blackstone Supplemental Report, related to Section 7 of the 
Voting Trust Agreement, Blackstone opines that the divestiture requirements 
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for the first year should be eliminated as was done in the WellChoice 
conversion.  How do you respond? 

A. I disagree.  To meet BCBSA licensure requirements the Foundations must own 

less than 80% of the outstanding stock of Premera upon the completion of the IPO or 

within one year of the IPO.  The WellChoice divestiture schedule did not explicitly 

require the Foundation to divest to 80% by the end of the first year because in 

WellChoice, more than 20% of the company was sold to the pub lic at the IPO.  

Accordingly, there was no need for a first year 80% divestiture requirement.   

Q. On page 9 of the Blackstone Supplemental Report, related to Section 10 of 
the Voting Trust Agreement, Blackstone states that the Voting Trust 
Agreement should expire if Premera loses its Blue Cross Blue Shield license.   
How do you respond? 

A. We disagree.  Such a provision would be wholly inappropriate.  Blackstone’s 

rationale is that the Voting Trust restrictions are due solely to the requirements of the 

BCBSA.  Blackstone is mistaken.  Even if there were no BCBSA requirements, the 

restrictions contained in the Voting Trust Agreement would be reasonable and necessary. 

 The Blackstone Supplemental Report points out that the Washington Foundation 

will be a large shareholder of a publicly traded entity and asserts that such status should 

give it certain rights and privileges.  While it is true that the Washington Foundation will 

be a large shareholder, at least for a time, Blackstone fails to take into account important 

distinctions between the Washington Foundation and, for example, a large institutional 

investor as shareholders.   

 The purposes of the Washington Foundation differ greatly from those of a large 

institutional investor.  The Washington Foundation’s specific purposes are to promote the 

health of the residents of the State of Washington by undertaking certain actions which 
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are financed by the sale of the Premera stock received in the conversion.  The 

Washington Foundation can only fund those actions and achieve its purposes by divesting 

itself of the Premera stock.  In contrast, a large institutional investor invests its own 

money for the purpose of anticipated monetary gain, and is not obligated to sell its shares 

for any other reason than its own assessment of Premera as an investment.  

Furthermore, termination of the Voting Trust Agreement as a result of the loss of 

the BCBSA license would be to the detriment to Premera’s policyholders and the 

insurance buying public.  Premera is currently managed under the direction of a board of 

directors with experience in providing oversight for a health carrier.  If the Voting Trust 

were to terminate, decisions about Premera would be under the direction of a shareholder 

with no expertise in such matters.  In fact, the interests of the Washington Foundation 

could be diametrically opposed to the interests of policyholders.  The Washington 

Foundation’s interest is to monetize the value of Premera rather than improving products 

and services for policyholders. 

Q.   On page 21 of the Executive Summary of the C&B Supplemental Report, 
C&B state that New Premera should bear the full costs of the Trustee’s 
expenses.  How do you respond? 

A. The Premera transaction documents provide that there is an equal sharing of the 

Trustee’s expenses between the Washington Foundation and Premera.  This is fair and 

reasonable, and is in line with the WellChoice transaction, which is cited by the state 

consultants as “best practice.”  As C&B points out, such equal sharing of expenses is a 

fair proposition as compared to precedent transactions.   

C&B wants to deviate from WellChoice by asking that Premera alone bear the 

Trustee costs.  C&B asserts that Premera is imposing “unnecessary” conditions.  I am not 
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aware of any unnecessary conditions, and C&B does not articulate what they might be.  

There is no support for the proposition that the equal sharing of Trustee expenses 

between the Washington Foundation and Premera is unfair. 

Registration Rights Agreement 

Q. On page 10 of the Blackstone Supplemental Report, related to Section 3(f) of 
the Registration Rights Agreement, Blackstone suggests that the Washington 
Foundation should be permitted, to the fullest extent possible, to continue a 
registration by Premera from which Premera has decided to withdraw.  How 
do you respond? 

A. Blackstone misinterprets the agreement.  The Washington Foundation has the 

rights that Blackstone seeks in this regard.  All the foundation must do to exercise those 

rights is ask.  It is the Company that registers the secur ities and it is the Company's 

registration statement, so technically the Foundation can't continue the registration if the 

Company decides not to file, or decides to withdraw, a registration where the Company 

has given notice to the Foundation of Piggy-Back rights.  Notwithstanding this technical 

point, the Company gave the Foundation the practical rights it was seeking.  Specifically, 

Section 3(f) of the Registration Rights Agreement provides that in the event the Company  

". . . should decide to withdraw such a registration, the Company shall 
give the Foundations advance notice at least three (3) business days prior 
to any proposed non-filing or withdrawal pursuant to the preceding 
sentence, and shall, if requested by the Piggy-Back Foundation and to the 
extent practicable, endeavor to maintain such Registration Statement on 
file and effective in such a manner so as to allow the Piggy-Back 
Foundation to exercise its Piggy-Back Rights, and in any event, the 
Foundations shall thereafter have the right to provide notice of a Demand 
Registration pursuant to Section 2 [of the Registration Rights 
Agreement]." 
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Q. On page 10 of the Blackstone Supplemental Report, related to Section 9 of 
the Registration Rights Agreement, Blackstone suggests that the Washington 
Foundation should have input in the pricing decision in the event of a 
Washington Foundation Demand where Premera piggybacks.  How do you 
respond? 

A. The Registration Rights Agreement already provides the Washington Foundation 

with the input in the pricing decision Blackstone seeks.  The Washington Foundation, in 

connection with any underwritten offering made pursuant to its own demand, or if joined 

by the Alaska Health Foundation where the Washington Foundation is offering a larger 

number of shares than Alaska, will select a joint bookrunning managing underwriter to 

manage the underwritten offering and act as the stabilization agent.  The input Blackstone 

seeks will be provided by such joint bookrunning managing underwriter, who will 

certainly be working with the pricing committee for the offering.   

Premera’s Bylaws 

Q. On page 10 of the Blackstone Supplemental Report, related to Article II, 
Section 4, of the Registration Rights Agreement, Blackstone suggests that the 
definition of “Independence” for Premera’s board of directors needs to be 
adjusted by lowering the 2% of revenue test.  How do you respond? 

A. As defined in Premera’s Bylaws, a director is independent if the director is not 

currently an employee or executive officer of another company that accounts for at least 

two percent or $1 million, whichever is greater, of New Premera’s consolidated gross 

revenues.  This definition mirrors that found in the similar provision of the New York 

Stock Exchange (“NYSE”) “Listed Company Manual.”  That manual, and specifically 

that provision, were recently amended to implement significant changes to the NYSE’s 

listing standards that are aimed to ensure the independence of directors of listed 

companies and to strengthen corporate governance practices of listed companies.  The 

amendments were approved by the Securities and Exchange Commission (“SEC”) in late 
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2003.  In the SEC’s view, the amended NYSE rules will foster greater transparency, 

accountability and objectivity in the oversight by, and decision-making processes of, the 

boards and key committees of NYSE-listed companies.   

 There is no logic for requiring New Premera to have a definition of an 

independent director which is more restrictive than the NYSE rules, especially given the 

approval of the rules by the SEC.  Blackstone suggestion that New Premera should 

operate in a manner required of no other NYSE-listed company is arbitrary.   

Unallocated Share Escrow Agent Agreement 

Q. Blackstone, on page 11 of the Blackstone Supplemental Report, comments on 
the Unallocated Share Escrow Agent Agreement.  Have you read 
Blackstone’s comments?  If so, do you have any reaction? 

A. Yes, I have read the Blackstone comments regarding the Unallocated Share 

Escrow Agent Agreement.  Please see the Supplemental Report of John M. Steel for a 

full discussion of why such an agreement is required, as well as the Supplemental Report 

of Banc of America Securities, which states that the implementation of such an 

agreement will not have a negative effect on Premera’s market value.  I will limit my 

comments regarding the Unallocated Share Escrow Agent Agreement to the following.   

 The Unallocated Share Escrow Agent Agreement becomes effective only if 

Washington and Alaska are unable to agree upon the allocation of Premera’s stock 

between the two foundations.  The two states have been working on this issue for well 

over a year and have yet to agree on an allocation of the stock.  The OIC and Alaska 

Department of Insurance have not brought the allocation discussions to closure and there 

is no assurance they will do so by the time of the hearing, the Commissioner’s decision, 
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or even the closing date of the conversion itself.  The Unallocated Share Escrow 

Agreement is therefore necessary to address that possibility. 

 The C&B Supplemental report states that Premera’s failure to specify an 

allocation of the shares in New Premera between the two foundations is “a fatal defect in 

the application.”  That statement is directly inconsistent with the facts.  The state 

consultants have insisted that the two states would determine the allocation of New 

Premera’s shares.  We have been repeatedly told this is to be resolved solely by the states 

without participation by Premera. 

Articles of Incorporation and Bylaws of the Washington Foundation 

Q.        The C&B Supplemental Report on Page 2, footnote 2, points out that 
Premera referred to the Foundation to be  established in the State of 
Washington as the "Washington Foundation Shareholder" rather than the 
"Washington Foundation".  How do you respond? 

 A.        Premera does not object to using the term “Washington Foundation” in place of 

“Washington Foundation Shareholder” in the Form A filing.  In any event, the name 

“Washington Foundation” would be merely a placeholder in the transaction documents 

until the final proper name for the charitable entity can be established.  The name 

"Washington Foundation," suggested by C & B, is not available in the State of 

Washington and thus it would be inappropriate to name the entity as such. 

Q. The Executive Summary of the C&B Supplemental Report states on page 14, 
“PREMERA has excluded from the Washington Foundation’s Board of 
Directors those individuals who are members of ‘any hospital or hospital 
association or medical association in Washington.’”  Is this an accurate 
statement?  If not, please comment. 

A. No.  The C&B Supplemental Report as quoted above suggests physicians would 

be excluded from the Washington Foundation board.  That is simply inaccurate.  

Premera’s Form A Statement expressly contemplates that physicians can be on the 
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Washington Foundation board.  Exhibit E-2 to the Form A Statement excludes persons 

who are directors, officers or employees of a hospital, hospital association or medical 

association in Washington.  There is no blanket exclusion of all physicians who are 

members of a medical association. 

Q. On page 15 of the Executive Summary of the C&B Supplemental Report, 
C&B states that Article IX and Article X of the Articles of Incorporation of 
the Washington Foundation Shareholder  contain a prohibition upon 
amending, altering or repealing the Articles of Incorporation or Bylaws,  and 
that such a prohibition will impede the Foundation’s ability to satisfy IRS 
concerns regarding the Foundations tax status.   How do you respond? 

A. C&B is mistaken in its reading of the Articles of Incorporation.  No such 

prohibition exists.  Article IX as to the Bylaws provides: 

Bylaws of the Corporation may be adopted by the Board of 
Directors at any regular meeting or any special meeting called for 
that purpose, so long as they are not inconsistent with the 
provisions of these Articles of Incorporation.  The authority to 
make, alter, amend, or repeal Bylaws is vested in the Board of 
Directors and may be exercised at any regular or special meeting 
of the Board of Directors by the affirmative vote of three-fourths 
(3/4) of the directors then in office and advance written approval of 
the Attorney General of the State of Washington.  

 
Further, Article X as to the Articles provides: 
 

These Articles of Incorporation may be amended by the 
directors upon (i) the affirmative vote of three-fourths (3/4) of the 
directors then in office, but in no event can Article III (“Purposes 
and Powers”) be amended to be inconsistent with the purpose of 
promoting the health of the residents of the State of Washington; 
and (ii) other than with respect to amendments of Article XI 
(“Registered Office and Agent”), no amendments to the Articles of 
Incorporation may be adopted without the advance written 
approval of the Attorney General of the State of Washington. 

 Clearly the Washington Foundation can amend both its Articles of Incorporation 

and Bylaws.  If the Washington Foundation needs to amend either its Articles of 



PREFILED DIRECT TESTIMONY OF   
KENT S. MARQUARDT   
Page 36 
 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Incorporation or Bylaws to satisfy IRS concerns to achieve § 501(c)(4) status, obtaining 

the required three-fourths vote and Attorney General approval should not be an obstacle.  

Q. On page 19 of the Executive Summary of the C&B Supplemental Report, 
related to the Articles of Incorporation of the Washington Foundation 
Shareholder and the Bylaws of the Washington Foundation Shareholder, 
C&B asserts that the appointment of the Investment Committee at the time 
the initial Board of Directors (the “First Board”) is installed may raise an 
issue of independence.  How do you respond? 

A.      The appointment of the Investment Committee by the First Board does not create 

an independence issue.  The First Board will be appointed solely to create the Foundation 

and to apply to the Internal Revenue Service for recognition of the organization's tax-

exempt status.  It will not have any Investment Committee functions as the Washington 

Foundation will not hold any Premera stock until after the state approvals have been 

obtained and the conversion and IPO has occurred.  Once all state and regulatory 

approvals of the State of Washington have been obtained and the Second Board has been 

appointed by the Attorney General of the State of Washington, the First Board will resign 

and take all actions necessary to effect the installation of the Second Board.  The Second 

Board, upon appointment by the Attorney General, will be in place for a period 

commencing soon after the approval of the conversion and through the IPO which would 

avoid any independence issue.  

Duration of Economic Assurances 

Q. In the PwC Economic Consultants’ Supplemental Report, PwC recommends 
that the term of the Washington Economic Assurances in the Form A 
Statement be lengthened from two years to three or more years.  Do you 
agree with PwC’s recommendation? 

A. No.  PwC “believes” that Premera’s assurances must be extended to three years or 

longer to provide an “appropriate” level of protection.  PwC, however, does not define 
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what it means by appropriate or give any evidence or support for the proposition that two 

years is inappropriate.  On the other hand, Banc of America Securities, National 

Economic Research Associates, and Milliman USA explain why a term longer than two 

years for the Washington Economic Assurances would be inappropriate.  I agree with 

these experts’ opinions. 

 Banc of America Securities’ Supplemental Report speaks to the Washington 

Economic Assurances and states: “With respect to these types of assurances, investors 

will want certainty that those economic assurances do not negatively impact the company 

from a financial or competitive standpoint.”  A longer timeframe increases the risk that 

the assurances would impair Premera’s ability to achieve its financial projections or 

would place the company at a competitive disadvantage.   

 National Economic Research Associates (“NERA”) in its Supplemental Report 

concurs: “the assurances will likely create operational inflexibilities and potential 

competitive disadvantages for Premera that can only worsen over time.”  The 

Washington market is competitive.  NERA provides examples how Premera’s 

competitors can leverage the assurances to Premera’s detriment.   

 Milliman USA states in its Supplemental Report: “Because changes in the 

marketplace are difficult to predict, it would be an unsound business practice for a 

company such as Premera to make such a rate-related assurance that extends beyond a 

one to two year period, particularly if competitors are not bound by similar assurances.”  

Premera’s competitors will not be bound by similar assurances.  The longer the term of 

the assurances, the greater the probability that the assurances will put Premera at a 

competitive disadvantage.   
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Q. Do you have any other comments regarding the Form A Statement? 

A. Yes.  We have identified a number of drafting items in the Form A filing, such as 

typographical errors or text which the state consultants felt was ambiguous or did not 

reflect the intent.  Corrections for those items are attached hereto as Exhibit A, and will 

be marked as a Premera Hearing Exhibit. 

Q. Does that conclude your direct testimony? 

A. Yes, it does. 

 



PREFILED DIRECT TESTIMONY OF   
KENT S. MARQUARDT   
Page 39 
 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

 
VERIFICATION 

                                                                                                                                                                                                                                                        

 I, KENT S. MARQUARDT, declare under penalty of perjury of the laws of the 

State of Washington that the foregoing answers are true and correct. 

Dated this ____ day of March, 2004, at Mountlake Terrace, Washington. 

 
 
                     /s/  
 KENT S. MARQUARDT 

 










































































